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Welcome to the Board of Investments! This orientation covers only the basics of what the Board of
Investments does and how it is governed. Hopefully it will give you enough “beginnings” so you will feel
comfortable to jump right in...or ask a lot of questions! Again, welcome aboard one of the most important
jobs in state government: mvesting the state’s money.

BOARD MEMBER/STAFF FIDUCIARY RESPONSIBILITIES

As a Board member, you, your colleagues on the Board and the staff that works for you MUST adhere to
Montana’s constitution and its laws. While there will be numerous legal concepts, laws, and polices you will
encounter during your service on the Board, there are two recurring and paramount concepts that are
particularly germane to the Board.

Fiduciary Responsibility - Everyone involved with the Board, members, its staff, its agents, all of us have
a responsibility to serve the interests of our beneficiaries (our “customers”), whether they be retirees or state
agencies, first. The investment benefits are theirs, not ours. How we meet our responsibilities and what is
the range of our considerations depends on the specific beneficiaries. For example, the Board has wide
latitude in considering investments for the pension funds, but Montana’s constitution explicitly prohibits the
Board from mvesting in equities of public companies for its trust funds.

Prudent Expert Principle - The Board of Investments is considered to have expertise in the area of
investments. Our ability to take risks is allowed by law to be greater than an ordinary person’s because we
have Board members such as you, your staff, other resources and a complex system of laws and investment
polices to balance achieving returns with risk. The Board is considered to be an ‘expert’ investor, but we
must always act prudently, carefully and deliberately. Here is what the law ditects how the Board must act:

» Dischatge the duties with the care, skill, prudence, and diligence, under the circumstances then
prevailing, that a prudent person acting in a like capacity with the same resources and familiar with
like matters exercises in the conduct of an enterprise of a like character with like aims;

» Diversify the holdings of each fund within the unified investment program to minimize the risk of
loss and to maximize the rate of return unless, under the circumstances, it is clearly prudent not to
do so; and

» Discharge the duties solely in the interest of and for the benefit of the funds forming the unified

investment program.
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BOARD COMPOSITION, VOTING REQUIREMENTS & GOVERNANCE

Board Member Appointment Process — As a quasi-judicial Boatd, the number and qualifications of its
members are prescribed by law. At least one member must be an attorney licensed to practice law mn
Montana. The Governor appoints all voting members and must appoint five members (a quorum) to four-
year terms concurrent with the Governot’s term. The remaining four members are appointed to four-year
terms mid-way through the Governot’s term. This process permits a new Governor to impact the
governance of the Board by appointing the majority of members at the beginning of his/her term. The
members setve until a successor is appointed and may be removed by the Governor only for “cause.” The
Governot appoints the Chairperson and all members must be confirmed by the state Senate.

Board Membership Criteria — The law specifies member criteria as follows:
»  One member from the Public Employees’ Retirement Board;
»  One member from the Teachers’ Retirement Board;

Seven members to provide a balance of professional expertise and public interest and represent

The financial community;

Small business;

Agriculture;

Labor; and

Two ex officio, nonvoting legislative liaisons to the Board. . One must be a Senator
appointed by the President of the Senate and one must be a Representative appointed by the
Speaker of the House. The liaisons may not be from the same political party.

VYV VYVYVY

Voting Requirements — As a quasi-judicial Board, there must be a quorum (5) present to conduct
business and all substantive action taken by the Board must be approved by a majority (5) of the entire
Board, regardless of the number of members present at the time the action is taken. In other words, if there
ate only five members present at the meeting they all must approve a substantive action.

Board Governance — the Board cleatly spells out its fiduciary responsibilities as an entity and how those
responsibilities will be delegated to its staff or reserved to the Board through its Governance Manual, which
is Board policy. You are strongly encouraged to become familiar with the Board’s Governance Manual,
which is included with orientation material.

Board Staff — State law authorizes the Board to employ an Executive Director and a Chief Investment
Officer who have general responsibility for selecting and managing the Board's staff and for the day-to-day
investment and economic development activities. The Board prescribes the duties and salaries of the
Executive Director and Chief Investment Officer and six other staff positions and the eight staff “serve at
the pleasure of the Board.”

Exempt Staff — In personnel terms the eight positions that serve at the pleasure of the Board are
called “exempt” positions, meaning that they are exempt from the state classification and pay plan system to
which most state employees are subject. The Board sets exempt employee salaries and is not subject to the
state’s rather rigorous recruitment and selection process when it recruits and hires these employees. The
trade-off for the exempt employees is that they serve at the pleasure of the Board, which means they do not
have the full range of protocols available to classified staff in terms of discipline and termination.
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BOARD COMPOSITION, VOTING REQUIREMENTS & GOVERNANCE
CONTINUED

Classified Staff — Except for the exempt staff, all other Board employees are “classified”, which
means that the selection/hiting process; the discipline/termination process; and the salary-setting process
are all spelled out clearly in state law and regulation.

BOARD ALLOCATION & AUTHORITY

All state Boards must be allocated to a State Agency for certain purposes. The Board is a2 “quasi-judicial”
Board allocated to the Department of Commerce for administrative purposes and operates under the

following legal parameters.

The Board:
» Exercises its quasi-judicial and policymaking functions independently of the Department and

without approval or control of the Department;
> Submits its budgetaty requests through the Department; and
»  Submits reports required of it by law or by the Governor through the Department.

The Department of Commerce:
» Directs and supervises the budgeting, recordkeeping, reporting, and related administrative and
clerical functions of the Board;
Includes the Board’s budgetary requests in the departmental budget;
Collects all revenues for the Board and deposits them in the propet fund ot account;
Provides staff for the Board, unless otherwise directed by law; and
Prints and disseminates for the Board any required notices, rules, or orders adopted, amended, or
repealed by the Board.

VYV VY

The Director of the Department of Commerce:
> Represents the Board in communications with the Governot; and
» Allocates office space to the Board as necessary, subject to the approval of the Department of
Administration.

In practical, day-to-day terms this means that the Board acts totally independent in its role as investment
manager — determining when and how public funds will be invested. It also acts independently as it
manages the Coal Tax Trust and INTERCAP loan programs. The Board’s activity in these roles is
governed only by the state constitution and state law. To assist the Board in its investment responsibilities,
it retains an investment consultant that provides guidance, educational activities, performance analytics, and
assistance in hiring and monitoring external investment managers.

The Department of Commerce handles most of the Board’s purely administrative functions, such as
personnel, invoice payment, budgeting, and budget documentation. The Board exercises sole discretion
when hiring and setting salaries of its eight non-classified (exempt) staff. The Boatd also hires its classified
staff, but the process is subject to Department approval and the salaries are governed by state law as
mnterpreted by the Department.
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Although the Department occasionally provides legal services to the Board, most of the Board’s investment-
related legal services are provided by outside legal counsel by contract. Although the law states that the
Department Director will represent the Board in communications with the Governor, in practice, the
Board’s Executive Director communicates directly with the Governot, the Legislature, and the media. The
Board issues its Annual Report independent of the Department and Board staff deals directly with the
Legislative Auditor duting and after the annual audit of the Board’s operations. Board staff reports directly
to the Legislative Audit Committee when the audit is presented to the committee.

BOARD MEETINGS & COMMITTEE STRUCTURE

The full Board meets quattetly at regulatly scheduled meetings and may meet for specific purposes at the
call of the Chair. Board packets, containing the meeting agenda and staff reports, are mailed to members
approximately one week prior to the meetings and are posted on the Board’s web site. All meetings are
open to the public and the entire meeting is tape recorded to facilitate the preparation of minutes. Most
meetings are held in Helena but occasionally meetings are held in other locations in the state.

Members receive $50.00 per diem for each meeting day and $50.00 for reviewing the Board packet. All
Board member travel expenses are reimbursed per state policy.

The Board has created three committees for specific purposes.

Human Resources Committee — The Committee is comprised of at least three Board members

appointed by the Chair. The Committee’s primary responsibilities are:

>
>
»
>

Chair.

Establishing, maintaining, and updating the pay plan for the Board’s eight exempt staff by utilizing
compensation data from other public pension plans and /or investment boards.

Reviewing the performance of the exempt staff and submitting exempt salary recommendations to
the full Board for final approval.

Recommending to the Board a process for filling vacant exempt positions.

Hearing written appeals and grievances from exempt staff if the Executive Director 1s unable to
resolve differences.

Loan Committee — The Committee is comprised of at least three Board members appointed by the
The Committee’s primary responsibilities are:

Reviewing and approving/disproving staff recommendations for non federally-guaranteed Coal Tax
Trust loans, INTERCAP loans, and the enhancement of INTERCAP bonds and Montana Facility
Finance Authority bonds in excess of $1.0 million and up to $5.0 million.

Reviewing staff recommendations for non federally-guaranteed Coal Tax Trust loans and
INTERCAP loans in excess of $5.0 million and the enhancement of INTERCAP bonds and
Montana Facility Finance Authority bonds in excess of $5.0 million and making a recommendation
to the full Board for approval/disapproval.

Reviewing staff recommendations to issue additional INTERCAP bonds and making a
recommendation to the full Boatd for approval/disapproval.

The Board has delegated to staff the authority to approve loans up to §1.0 million.
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BOARD MEETINGS & COMMITTEE STRUCTURE CONTINUED

Audit Committee — The Committee is comprised of at least three Board membets appointed by
the Chair. The Committee’s primary responsibilities are:
> Monitoring the Board’s internal control policy and supervising the Board’s Internal Auditor
contractor.
Meeting with the Legislative Auditor and reviewing its Audit Report.
Authorizing Board staff to file for lead or co-lead plaintiff status in securities class action litigation.
Authorizing Board staff to opt out of class action securities litigation in which it is 2 member.

YV VY

The entire Board acts as an Investment Committee and must approve all asset allocation recommendations
made by staff.
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BOARD STAFF ORGANIZATION
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THE BOARD’S THREE MISSIONS

Manage the Unified Investment Program — The Board’s original and primary mission is to
prudently manage the constitutionally-created Unified Investment Program, which includes all the state’s
day to day cash, its trust funds, and the pension funds as well as local governments funds invested in the
Program. The Board manages the Program pursuant to constitutional and legal provisions, which restrict
equlty investments to the nine retirement funds and the State Workers” Compensation Fund. The Program
1s managed under the “prudent expert principle”, which requires the Board to:

» Discharge the duties with the care, skill, prudence, and diligence, under the circumstances then
prevailing, that a prudent person acting in a like capacity with the same resources and familiar with
like matters exercises in the conduct of an enterprise of a like character with like aims;

» Diversify the holdings of each fund within the unified investment program to minimize the risk of
loss and to maximize the rate of return unless, under the circumstances, it is cleatly prudent not to

do so; and
» Discharge the duties solely in the intetest of and for the benefit of the funds forming the unified

investment program.
The Program 1s managed with a mix of Board investment staff and external investment managers.

Manage the Coal Tax Trust Loan Program — The Board manages four distinct loan programs
authorized by law and funded from the Coal Tax Trust. As of June 30, 2012, the Board had loaned $654.4

million since inception of the first loan program.

State law declares that the purpose of the Coal Tax Trust is to:

» Compensate future generations for the loss of a valuable and depletable resource and to meet any
economic, social, and environmental impacts caused by coal development not otherwise provided
for by other coal tax sources; and

» Develop a stable, strong, and diversified economy which meets the needs of Montana residents both
now and in the future while maintaining and improving a clean and healthful environment as
required by Article IX, section 1, of the Montana constitution.

All loan programs are limited to Montana businesses and the Progtam is managed exclusively by Boatd staff.

Manage the Bond Programs — Under this Program, the Board issues tax-exempt bonds and lends
the proceeds to eligible governmental entities for a broad variety of projects INTERCAP). The Program
has been used extensively by local governments due to a user-friendly process and low interest rates. As of
June 30, 2012, the Board had loaned $369.4 million since the Program’s inception. The Board also manages
other smaller bond programs authorized by law.

All bond programs are limited to Montana entities and the Program is managed exclusively by Board staff.
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BOARD FUNDING

The Board is considered a “proprietary” entity in state government, which means that its funding is derived
from fees charged for services it provides, similar to private sector entities. Within the proprietary category
there ate two types of entities: 1) an internal services entity that provides most or all of its
services/products to state entities; and 2) an enterprise entity that provides most or all of its
services/products to non-state entities.

Board funding is provided by both internal setvices and enterprise accounts. Because the Board’s
investment function primarily serves state entities, the investment function is funded by an internal
setvices account. The Board’s INTERCAP Program primarily serves non-state entities and is funded by
an enterprise account.

Internal Services Account — To prevent one state entity from overcharging another, the
Legislature sets the maximum fee the entity may charge as a part of the biennial budgeting process. In most
instances, the fee is based on a “pet” setvice cost, such as state Motor Pool charges for daily and per-mile
use of its vehicles. The fee-for-use process makes Motor Pool revenues totally dependent upon other state
entities using its vehicles.

The Board’s fee authotized by the Legislature is rather unique in that it is set as a total lump-sum fee based
on the Board’s anticipated expenditures during the next biennium. Consequently, the Board’s investment
revenue is not impacted by the size of the investment portfolio or the number of accounts it invests. To
ensure that the fees closely match expenditures, the Legislature requires that the Board’s account balance
not exceed a “60-day” working balance. In other words, the Board is permitted to retain sufficient funds mn
its account to pay for 60 days worth of its operations. If the balance exceeds that limit, the Board must
reduce its fees.

If expenditutes exceed the fees charged during the year, the 60-day working balance will shrink. Conversely,
if expenditures are less than the fees charged during the year, the balance will increase up to the 60-day
maximum at which time fees must be reduced.

Enterprise Account — The Legislature does not set fees for these accounts because an enterprise
entity provides few if any services/products to state entities. The Board’s INTERCAP program derives its
revenues from the “spread” between the interest rates on the bonds it issues and the interest rates charged
on loans made from the bond proceeds. Although budgeting information is included in the Governor’s
budget and reviewed by the Legislature no action is taken on this information. The Board replenishes the
account annually when INTERCAP bonds are remarketed with funds sufficient to meet one year’s
expenditures from the account.

Custodial Bank Fees — In addition to the Board’s investment management fee, it charges a fee for
custodial bank setvices. The fees are not approved by the Legislature because the Board deposits the fees in
the state general fund from which a statutory approptiation is made. (Fee authority is not required when the
funds are appropriated.) A statutory appropriation is made by law and is not subject to legislative approval.

External Investment Manager Fees — External manager fees are paid from investment income
and are not included in the Board’s budget or approved by the Legislature. These fees, based on externally-
managed asset values, are too volatile to be subject to an inflexible biennial budget.
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BOARD FEES & FEE ALLOCATIONS

Bogrd staff utilizes a cost gﬂocation system  to Board Bank
equitably allocate the Legislatively-approved B(_)ard Cost Allocation Centers Fee Fee
fees and the Custodial Bank fees to the various
accounts in the investment portfolio as depicted in the Retirement Funds Bond Pool 13.65% 14.03%
adjacent table. The cost allocation centers consist of Trust Ff"‘ds I?O“dPO‘)l 9.29% 8.19%
the seven investment pools, fixed income/equity Domestx’c Equity POO‘ 10.97% 37.09%
mvestments not held in  the pools, and Int‘ernanonz.xl Eguity Pool 11‘37:& 10'38:/6
loans/mortgages. Private Equity Pool 15.49% 3.74%
Real Fstate Pool 10.89% 1.89%
1) ; Li)
Board Fees — Board .fees‘ are allocated based i:ulogt::npllzgsmem Pool léig‘g ;ggz;
on the number of staff working in ea(':h cost center. |p oo /Mo rigages 1027% 0.53%
Non personnel costs are allocated directly to cost
centers based on where the services are provided. For [Total 100.00% 100.00%

example, fixed income analytical services are allocated to fixed income centers and equity analytical services
are allocated to public equity centers. Non personnel costs that cannot be specifically targeted to one of the
cost centers are prorated based on the number of staff deployed to that cost center.

Custodial Bank Fees — Custodial Bank fees are allocated 60.0 percent based on the number of
yearly transactions in each center with the remainder allocated based on the asset values within the center.
There were more than 76,000 transactions recorded in the custodial bank’s accounting system during a 12
month period. The total fees charged are based on a fixed amount in the Custodial Bank contract.

External Manager Fees — External investment manager fees are charged directly to the cost
centers i which the services are provided. For example, domestic equity manager fees are charged to the
Domestic Equity Pool and international equity manager fees are charged to the International Equity Pool.

The table below shows the total fees charged to each center in Fiscal 2012.

Custodial External

Pool Board Bank Managers Total

Retirement Funds Bond Pool (RFBP) $ 628331 $§ 210492 $§ 1,506,845 $§ 2,345,668
Trust Funds Investment Pool (TFIP) 428,978 126,445 1,564,946 2,120,369
Montana Domestic Equity Pool (MDEP) 506,725 556,285 9,483,507 10,546,517
Montana International Equity Pool (MTIP) 525,356 155,820 3,626,673 4,307,849
Montana Private Equity Pool (MPEP) 715,836 110,148 15,779,225 16,605,209
Montana Real Estate Pool (MTRP) 503,241 65,633 7,985,684 8,554,558
Short Term Investment Pool (STIP) 535,595 211,284 - 746,879
All Other Funds (AOF) Investments Managed 775,721 158,963 26,805 961,489
Total $4,619,783 $1,595,070 $39,973,685 $ 46,188,538

Fees charged to the investment pools are deducted from investment income prior to the distribution of
income to the pool participants. The Legislative Auditor reviews the cost allocation procedure annually.
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THE INVESTMENT STRUCTURE

All funds deposited with the Board are initially invested in the
Short Term Investment Pool (STIP). State and local agencies
buy and sell STIP units at their discretion with 24-hours
notice. The STIP is the only investment option available for
local governments and is the primary investment vehicle for
most state accounts. The Board has developed other special
purpose investment pools that operate similar to mutual funds
as depicted in the adjacent chart.

While Board staff exercise no control over local and state
agency putchases/sales of STIP units, staff exercises total
control over investments in the other pools and the “All
Other Funds” portfolio. The transfer of investments from the
STIP to other investment pools is conducted monthly by staff
based on pre-determined criterta for the account. Most state
agency accounts will remain in the STIP due to liquidity or
other requirements, but STIP balances are kept to a minimum
in retirement and non-expendable trust funds.

The investment pool process simplifies investing and
accounting and provides diversification and safety for smaller
accounts that would otherwise have to invest in individual
securities. The All Other Funds (AOF) is not an investment

Cash Deposits

STIP = Short Term Investment Pool

MDEP = Montana Domestic Equity Pool

MPEP = Montana Private Equity Pool

RFBP = Retirement Funds Bond Pool

MTRP = Montana Real Ustate Pool

TFIP = Trust Funds Investment Pool

MTIP = Montana International Equity Pool
AOF = All Investments Not Included in the Pouols

pool but rather a “bucket” created to hold all investments not held in the investment pools. The largest
account in the AOF fund is the State Fund that primarily holds intermediate-term bonds that are a better fit
for its maturity requitements than the long-term bond investment pools. The Coal Tax Trust loans and
Veterans’ Home Loan Program mortgages are also held in the AOF.

The investment pool creation date and the type of funds eligible to participate are shown below:

Pool/Inves tments Managed Name Creation Date  Eligible Participants

Retirement Funds Bond Pool (RFBP) 04/01/95 Nine Retirement Funds Only

Trust Funds Investment Pool (TFIP) 10/01/95 Various State Trust Funds

Montana Domestic Equity Pool (MDEP) 07/01/80 Nine Retirement Funds/Small Trusts
Montana International Equity Pool (MTIP) 06/01/96 Nine Retirement Funds Only

Montana Private Equity Pool (MPEP) 05/01/02 Nine Retirement Funds Only

Montana Real Estate Pool (MTRP) 06/01/06 Nine Retirement Funds Only

Short Term Investment Pool (STIP) 07/01/74 All State Funds and Local Governiments
All Other Funds (AOF) Investments Managed NA Non-Pool State Agency Investments

Investment Pool Procedures — Net investment income (after fees) is distrtbuted monthly to
investment pool participants, while capital gains/losses are retained in the pools and reinvested. Reinvesting
net capital gains in the pools is a much more efficient process than distributing the capital gains to
participants and then repurchasing units in the pools. Except for the STIP that operates with a $1.00 share
value, pool shares must be priced when participants buy or sell pool shares.
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THE INVESTMENT PROCESS

Montana law directs that the Board shall “determine the type of investment to be made”. In choosing the
type of investment, the Board must determine whether to use a public or private equity external manager to
invest funds. The Board has delegated to staff the responsibility to hire, monitor, and terminate all external
mvestment managers.

Fixed Income and Public Security Investment Managers — Investment managers who actively
manage the Board’s fixed income investments and publicly-traded stocks/bonds ate selected by Board staff
after going through a thorough due diligence process. The Board’s consultant, R.V. Kuhns, provides
extensive data-gathering activities and guidance during the selection process, but the ultimate manager
selection is made by Board staff. The managers are hired under a standard state contract and can be
terminated with five days notice with or without cause.

Alternative Investment Managers — Investments in private equity and real estate are structured as
Limited Partnerships managed by a General Partner who has the responsibility to raise funds and invest
those funds over a specified period of time. Board staff can only invest in these funds when they are in the
“fund raising” stage.

The funds are typically closed-end and structured as Limited Partnership Agreements to which limited
partners subsctibe and make a “commitment” of funds that are drawn down over a three to five year
investment period. The General Partners invest the funds in various types of undetlying private
investments during the investment period and are expected to retutn the committed funds and profits over
the life of the funds. Because a fund’s anticipated life may be as long as 10 to 12 years and there are limited
opportunities for Limited Partners to exit the fund during its legal life, these investments are considered
illiquid. Because the draw down schedule of these funds cannot be predicted with any accuracy, Board staff
must ensure that adequate cash is available at all times to fund commitments on short notice.

The table below shows the percentage of the Unified Investment Program invested by Board staff and
external managers as of June 30, 2012.

Pool/Investments Managed Name Board Staff External Managers 6/30/12 Total

Retirement Funds Bond Pool (RFBP) 71.0% 29.0% $ 1,934,409,921
Trust Funds Investment Pool (TFIP) 89.8% 10.2% $ 2,057,752,617
Montana Domestic Equity Pool (MDEP) 0.0% 160.0% $§ 2,890,073,262
Montana International Equity Pool (MTIP) 0.0% 100.0% $ 1,234,550,534
Montana Private Equity Pool (MPEP) 0.0% 1000% $ 1,017,274,831
Montana Real Estate Pool (MTRP) 3.9% 96.1% $ 625,321,924
Short Term Investment Pool (STIP) 100.6% 0.0% $ 2,332,644,094
All Other Funds (AOF) Investments Managed 91.3% 8.7% $ 1,624,484,456
Weighted Percentages 51.5% 48.5% $ 13,716,511,640

Most of the portfolio is actively managed, but there are passive components in the MDEP and MTIP to
provide stability and reduce tracking error to the respective benchmarks. There is also a passive component
in the AOF, reflecting the equity index investments of the State Fund. The passive components closely
track the major domestic and international equity indexes. As of June 30, 2012, 81.0 percent of the total
assets wete actively managed, while 19.0 percent was passively managed.
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THE UNIFIED INVESTMENT PROGRAM

The table below shows the value of the Unified Investment Program portfolio as of June 30, 2012 by major
fund type and asset type. This table has historically been published in the Boatd’s annual report and
provides a good snapshot of the Board’s total investment pottfolio. The trust investment under the Loans
category represents the in-state loans funded from the Coal Tax Trust.

Cash Public Fixed 6/30/2012
Fund Type Equivalents Stock Income Loans Other (1) Total
Pensions 72,292,061 4,123,364,708 1,934,409,921 1,642,596,756  7,772,663,446
Trusts 214,294,603 2,092,513,127 151,797,368 2,458,605,098
Insurance 127,249,142 141,839,697 1,173,341,170 1,442,430,009
Treasurer's 1,067,069,893 34,722,741 1,101,792,634
Local Gov. 450,226,142 450,226,142
Agency Cash 227,075,813 13,631,221 240,707,035
Universities 155,011,872 1,259,087 66,651,058 222,922,017
Debt Service 27,165,259 27,165,259
Total 2,340,384,785 4,266,463,493 5315,269,238 151,797,368 1,642,596,756 13,716,511,640
(1)Private Eqguity and Real Estate
The adjacent chart depicts the Unified Investment oy e
Prograni portfolio by str}jcture as of June 30, 2012. The $/}3;;7 B;)lggn
Loans investments and the insurance investment under s onune = (In Mitlions)
Public Stocks in the top table ate included in the AOF mn 5;&;’6 MDEP
the adjacent table. T §2890.1
Investment Pool Operations — The table MTRP
below shows the June 30, 2012 status of the investment $’i§f:4 $625.3
pools and AOF, including the value and number of
securities, the number of transactions in a 12-month ;}4;3[: p
petiod, and the number of participants.
AOF MPEP
$1.624.5 $1,017.3
TFiP
$2,057.8
Pool 6/30/12 Total Holdings  Transactions * _ Participants
Retirement Funds Bond Pool (RFBP) 1,934,409,921 1,011 11,900 9
Trust Funds Investment Pool (TFIP) 2,057,752,617 280 2,646 35
Montana Domestic Equity Pool (MDEP) 2,890,073,262 1,364 37,557 12
Montana International Equity Pool (MTIP) 1,234,550,534 962 6,239 9
Montana Private Equity Pool (MPEP) ** 1,017,274,831 103 1,388 9
Montana Real Estate Pool (MTRP) ** 625,321,924 38 651 9
Short Term Investment Pool (STIP) 2,332,644,094 103 9,169 498
All Other Funds (AOF) 1,624,484,456 249 6,599 19
Total 13,716,511,640 4,110 76,149 600

* Number of Securities Transaction During 12-month Period - Does Not Include Income Transactions

** Individual Fund Partnerships
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DOMESTIC/CUSTODIAL BANKS

The Custodial Bank provides the following services for the Board:

Custody for all publicly-traded securities;

Complete securities accounting system, including foreign stocks/bonds;

Participant (mutual fund) accounting system for the investment pools;

Accounting system for private equity & real estate investments;

A direct interface from the Board’s computer network to the Bank’s systems;

Daily pricing of all publicly-traded securities and foreign cutrency exchange;
Automated Clearing House (ACH) function for local government STIP investments;
Notifies the Board of all corporate actions;

Receives all proxy notices and distributes to appropriate parties;

Files on behalf of the Board as a member in all class action securities litigation;
Calculates total return performance investment pools and major funds;

Calculates internal rates of return for closed-end ptivate equity & real estate investments;
Lends Board securities to increase investment mcome; and

Sends or receives daily wires to/from Depository Bank to “net” out cash.

YVVVVVVYVVVVVYVVVYY

The chart below provides a simplified illustration of the daily flow of cash as it is received by the Board;
invested by the Board; and then liquidated and sent back to state/local entities.
Local \
Governments ’

(-

tate & Local \
Revenues

S i
Daily Net Wire of Cash

Custodial Bank
State Street Bank

Cash In Board Investments
of

Investments

The Depository Bank is the official bank of the state and handles its cash transactions. State/local entities
are able to mvest and withdraw their cash with 24 hours notice from the Short Term Investment Pool.
Depending upon the daily cash flow and daily investment activity there is a “net” daily wire of cash between
the banks.
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INVESTMENT ACCOUNTING

Board staff interface with five unique accounting systems, three of which are provided by the custodial
bank, State Street Bank. The in-state loan and INTERCAP accounting system was custom designed and is
housed at the state’s computer center. The state accounting system is the “official” book of record for
auditing purposes but is not capable of tracking daily security transactions; daily investment pool
transactions; or daily loan activity. It is a “fund” level accounting system, which means that Board staff
enters end-of-day data into the system reflecting the day’s activity at the fund level. A fund 1s established by
the state accounting division to track a specific program or activity, such as a retirement or trust fund.

As of June 30, 2012, the Board recorded end-of-day data for 498 funds, comptised of 329 state funds and
169 local government funds. Fach state fund requires an individual entry in the state’s accounting system if
there has been investment activity in the fund. Local government funds are rolled up mto one state
accounting fund. The following chart illustrates a simplified flow chart of the daily investment and
accounting activity.

Monthly/Daily Downloaded Reports

-3
|
|
l

SS Bank S8 Ban‘k SS Bank Oracle
Y Alternative Pool
Securities .. Loan
Accountin Investments Participant Accountin
g Accounting Accounting g

State
Accounting

Monthly/Daily Reports

External
Investment/
Investment .
Managers Accounting
& Staff
Board
Web
Commee < GETEWD 2 GEEENESD 2 GUESIED GRS SRR Site

Monthly/Daily Reports

In addition to accounting/portfolio reports downloaded from the custodial bank, the bank also provides
mvestment performance reports for individual funds, the investment pools, and investment managers.
Reports are posted to the Board’s website daily and monthly.
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DEFINED BENEFIT RETIREMENT SYSTEMS

The state’s defined benefit retirement plans include all state agencies and most local government entities and
school districts. The Board is solely responsible for investing retirement system assets, while two boards
appointed by the Governor manage the benefits and liabilities. The chart below depicts the relationship of
the two retirement boards and the Board in managing the state’s nine pension fund assets and liabilities.

"/ Highway
Patrol

Contributions

PO B,

Public
Employees’
Retirement
Board

Retirement
Board

Benefits/

Administration

/ Teachers

The market values of the nine retirement systems

as of June 30, 2012 are shown in the adjacent table. Syste':m Market Value :/0
The assets are priced daily by the Custodial Bank Pul?llc Employees 3,912,330,268 S0.33%
and are very sensitive to stock market movements Police 225,865,253 2.91%
given the large allocation to equities. Depending |Game Wardens 99,345,298 1.28%
upon the volatility of the stock matkets, the |Sheriffs 216,137,461 2.78%
retirement systems comprise between 55.0 percent |Judges 64,631,082 0.83%
and 65.0 percent of the Unified Investment |Highway Patrol 98,991,746 1.27%
Program. Because the Board may invest retirement |Teachers 2,902,903,488 37.35%,
funds in any type of investment it considets |vglunteer Firefighters 27,063,167  035%
prudent, retirement fugd investments are much | o shters 225395,683 2.90%
more complex than are investments of other fund Total 7.772,663 446 100%
types “that have limited investment options.

Further, retirement funds have both assets and habilities, which other state funds do not have. Ideally,

retirement system assets should match the liabilities if the systems are to be fully funded.
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DEFINED BENEFIT RETIREMENT SYSTEMS (CONTINUED)

Defined Benefit Retirement System Liabilities — Liabilities exist in the state’s defined benefit
retitement systems because a pre-determined “retirement benefit” is promised to employees when they are
hired by employers participating in the systems. The benefit formulas are codified in state law as are the
contributions required of employees and employers. These systems are distinct from defined contribution
tetirement systems, which impose no future obligation on the employer. While the employer may make
contributions to an employee’s defined contribution account during his/her career, when the employee
retires the employer’s obligation ceases.

Calculating Labilities accurately is difficult because the formulaic benefit is based on years of service and
highest average salaries. No one really knows how long an employee will work, what his/her highest
average salary will be at retirement, and how long he/she will draw benefits after retirement. An under-
calculation of liabilities early in a system’s life will have detrimental impacts on the system as it matures.

Defined Benefit Retirement System Assets — Defined benefit retirement system assets are

generated by “positive” cash flow — the excess of contributions received over benefits/expenses paid — plus
investment income not used to pay benefits. When a defined benefit retirement system 1s created, the
employer and/or employees begin contributing to the system and since there are no retirees drawing
benefits in the eatly years, the contributions accumulate and are invested. Even after the original employees
begin to retire there will be positive cash flow because there will be more contributing employees than
retirees collecting benefits. The positive cash flow will continue to build the assets into a “nest egg” used to
pay benefits when employees retire. As long as contributions exceed benefits paid, the income on the assets
are reinvested and add to the growth of the assets.

Normal Cost Concept — The concept behind a defined benefit system is that the cost to fund the
benefits should be related to when the benefits are earned, rather than when they ate paid. In other words,
each generation of employees should fund their retirement benefits during their working careers, rather than
depending upon the next generations to fund them. This concept requires that employee/employer
contributions are sufficient when invested to pay the employee’s benefits upon retirement. The
contribution rate calculated to achieve this goal is called the “Normal Cost.” The simplest way to explain
Normal Cost is to envision an employer creating a new defined benefit system that is limited to only the
employees working for the firm at the time the plan is created (a closed system). After the benefit levels are
set, the contributions required to fund the benefits are calculated as a percentage of employee salaties that
must be set aside each payday and invested to fund future benefits. If the Normal Cost calculation 1s
cotrect at the outset, after the last benefit payment to the last survivor in the closed system, the invested
assets would be completely liquidated.

Normal Cost Calculations — The Normal Cost calculation is complicated by several factors. First,

the employer must assume the level of annual investment income the contributions will generate until they
are used to pay benefits. Second, an assumption must be made as to how long employees will work before
they retite and how long they will draw benefits after retirement. Third, an assumption must be made for
salary increases employees will receive during their working career. Salary increases not only impact
contributions made during the employee’s career but also impact benefit levels since they are based on the
highest salary levels prior to retirement.




DEFINED BENEFIT RETIREMENT SYSTEMS (CONTINUED)

The Normal Cost theory falls short of funding benefits when benefit increases are granted midway through
an employee’s career. The additional Normal Cost required to fund the mncreased benefit can only be
collected during the remainder of the employee’s career, when in theory it should have been collected from
the date of hire to fully fund the increased benefit. If benefits are increased for employees already retired,
the increased benefit costs cannot be funded by the Normal Cost. The Normal Cost contributions made
during the retiree’s working career will not have paid for the increased benefit costs.

Negative Cash Flow — As defined benefit retirement systems mature, the ratio of retirees to
contributing active members increases and the positive cash flow eventually turns “negative’” — benefit
payments exceed contributions. When this occurs, a portion of investment income must be used to pay
benefits and is not available for reinvestment in the pool of assets. Once negative cash flow begins, the only
revenue available to “grow” the assets is income generated by the assets. If the negative cash flow continues
to grow at a faster rate than investment income, at some point in the future all investment income will be
used to pay benefits. Once negative cash flow exceeds investment income, assets will have to be sold to pay
benefits and the pool of assets will begin to shrink as will the income generated by the assets.

What is an Unfunded Liability — An unfunded liability exists when a defined benefit retirement
system’s actuary calculates that the present value of system liabilities exceeds the system’s assets available to
fund the habilities. An unfunded liability in and of itself does not make a retirement system actuarially
unsound. Under state law, if the unfunded liability can be amortized i 30 years or less by the current
contribution stream, the system is actuarially sound. The contribution available to amortize any unfunded
liability is that portion of the legislatively-set contribution in excess of the Normal Cost as calculated by the
system’s actuary. Because the total contribution rate 1s set by law and does not change, if the Normal Cost
rate calculated by the actuary increases, it reduces the level of contributions available to amortize the
unfunded liability. Conversely, if the Normal Cost rate decreases, the level of existing contributions
available to amottize the unfunded lability increases. As of June 30, 2012, four of the state’s nine defined
benefit retitement systems were actuarially unsound because their unfunded liabilities could not be

amortized m 30 years.

The Investment Return Assumption — The most difficult and important of all assumptions
utilized by a system’s actuary to value the system is the investment return assumption. Predicting financial
market performance year-to-year is difficult if not impossible so assumptions have to be based on very long
term investment performance. The assumption is extremely important to the percerved actuarial soundness
of the systems because just a small difference in the assumption will increase/decrease system liabilities
significantly. In order to derive the “present value” of labilities so they can be compared to the present
value of assets, future liabilities ate discounted to the present using the assumed rate of investment return.
A higher investment return assumption lowers the present value of labilities, while a lower investment
return assumption increases the present value of liabilities.

Any year, in which the actual performance of the invested assets falls short of the actuarial assumption, an
“actuarial” investment loss occurs, even though the assets increased in value. For example, if the annual
actuarial investment return assumption is 7.75 percent and the assets earn only 7.0 percent, the system’s
assets may have earned millions but the system incurred an “actuarial” investment loss.

Page | 19




DEFINED BENEFIT RETIREMENT SYSTEMS (CONTINUED)

All nine retirement systems currently utilize a 7.75 percent annual nvestment return assumption and the
Board’s cutrent asset allocation of the systems’ assets has been structured to meet the assumptions. The
table below shows the cutrent asset allocation ranges approved by the Board for all nine retirement systems.
The table also shows the asset allocation within each of the mvestment pools in which the systems
patticipate. The Board has set a range of 60.0 percent to 70.0 percent for total equity investments, which
includes public/ptivate equity. The Board has not authotized investments in Hedge Funds or Commodities.

Pension Fund
Asset Allocations

60 -70% Equities Range

Domestic Equity Pool

Inves tment Tvpe Range

Large Cap Core ipassive) $E0g - TR
Large Cap Enhanced 895 - 12%
Partial Long Shor (130 30) 8§99 - 12%
Total Large Cap 73% - 91%
Mid Cap 6% - 1790
Small Cap 3% - 1195

4% - 10%

Real Estate Pool

International Equitv Pool

Investment Type Range

Large Cap Passive 42%% - 66%0
Large Cap Actve a2f - 32%
Small Cap 1095 - 16%%

Dedicared Emerging Markets 2% - 10%:

Inves ttnent Type Range
Core Tinberland * 3805 .65
Value Added 208 - 480

Opypormuaistic

* Tivberland mayv not exceed

of rotal pension assers

18% - 30%

9% - 15%

Retirement Funds Bond Pool

Inves timent Type Range
Domestic High Yield %% - 15%;
Intemartional 0% - 10%%

Total High Yield Intemational 0% - 20%
Domestic Coredinvesiment grade) S0% - 100%

Private Equity Pool

Investment Type Range

Leveraged Buvouss 4P - TREG
Venrmure Capital 1090 - 3080
Aezzanine Financing (%% - 10%

0%s - 0%

0% - 10%

Diswessed Securities
Special Siturations

Short Temm Investiment Pool

Shor-temmliquid invesimen:s
High-~qualiv Invesmments

24+ Hour Liguidity for Panticipants

The Board sets the asset allocation ranges and delegates to staff the responsibility of maintaining the assets
within the approved ranges. At the end of each month, staff may move assets from one mvestment pool to
another to rebalance the assets and/or to ensure that cash is available to pay benefits and fund draw downs
of commitments in the Private Equity and Real Estate Pools.
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THE COAL TAX TRUST

Coal Severance Tax Revenues — Fifty percent of coal severance tax revenues are constitutionally

dedicated to ’Fhe Coal Tax Trust. The remain%ng Coal Tax Trust 20.00%
50.0 percent i1s aHoca.ted by state law for specific Long-range Building 12.00%
purposes as shown in the adjacent table. The |~ontined Account 5.46%
allocations to entities other than the Coal Tax Trust |coal Natural Resource 5.80%
(Trust) are authorized by law and may be changed |State Parks Trust 1.27%
by the Legislature. The 50.0 percent dedicated to |Renewable Resources Debt Service 0.95%,
the Trust 1s required by the state constitution and |Cultural Trust 0.63%
can only be changed by constitutional amendment |Coal & Uranium $250,000
approved by the voters. General Fund The Remainder

Article IX, Section 5. of the state constitution states:
“Severance tax on coal--trust fund, The legislature shall dedicate not less than one-fourth (1/4) of the coal
severance tax to a trust fund, the interest and income from which may be appropriated. The principal of the
trust shall forever temain inviolate unless appropriated by vote of three-fourths (3/4) of the members of each
house of the legislature. After December 31, 1979, at least fifty percent (50%) of the severance tax shall be
dedicated to the trust fund.”

While there is a common petception that the Trust is one large account, it has been subdivided over the
years for specific purposes. While each of the sub-funds is a part of the Trust and cannot be spent
(appropriated) without a %4 vote of the members of each house, the income from each sub-fund is used for
different purposes. Since the Trust was created, it has been referred to as either a “rany day” fund or an
endowment. In practice, it has become more of an endowment because the % vote requirement has
prevented it from being used to fill budget shortfalls.

The adjacent table shows the sub-funds; 1e o e pond Fund 100% $ 4,277,125
the percentage of dedicated coal tax Treasure State Endowment 50% 210,091,607
revenues currently allocated to each sub- Treasure State Regional Water 25% 64,214,692
fund; and the book value of each sub-fund Economic Development Fund 259, 60,422,774
as of June 30, 2012. Coal severance taxes Permanent Fund 0% 527,624,268

flowing to the Trust back outstanding
severance tax bonds and must first flow through the Severance Tax Bond Fund. The Fund must hold
sufficient funds to pay one year’s worth of principal and interest on outstanding coal severance tax bonds.
After that condition is met, the excess tax revenues are allocated as shown in the table.

All investment income from the Severance Tax Bond Fund and the Permanent Fund are deposited in the
state general fund. Investment income from the other three sub-funds is appropriated by the legislature for
grant programs. The Severance Tax Bond Fund is invested exclusively in the STIP to ensure liquidity. The
Treasure State Endowment, Treasure State Regional Water, and the Economic Development funds are fully
invested in the TFIP, except for a small liquid portion in the STIP. All in-state loans are funded from the
Permanent Fund. Except for maintaining a STIP balance sufficient to fund loans, the Permanent Fund is
invested in the TFIP.
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COAL TAX TRUST IN-STATE LOAN PROGRAMS

There are four distinct loan programs authorized by law and funded from the Trust.

Commercial Loans — Any Montana business is eligible to apply for these loans through a Board-
approved lender. The loans provide fixed-rate Board financing for terms up to 25 years. The lender
services the loans and must participate in at least 20.0 percent of the total loan, unless it is federally-
guaranteed. The Board sets the interest rates for these loans.

»  Maximum Board participation for individual loans is 10% of the Trust

> Lenders must participate at least 20% if Board share is less than 6% of the Trust

» Lenders must participate at least 30% if Board share is more than 6% percent of the Trust
» Job creation credits may reduce interest rate up to 2.5 percent

» Total outstanding loans limited to 25 percent of the total Trust, including all sub-funds

Value-Added Business Loans — A Montana business that conducts a value-added business as
defined by the Board and creates/retains at least 10 jobs is eligible to apply for these loans through a Board-
approved lender. The lender services the loans and must participate in 25 percent of the total loan. Interest
rates are set by law.

15 jobs created/retained qualifies for a loan rate of 2% for the first 5 years

10-14 jobs cteated/retained qualifies for a loan rate of 4% for 5 years

Interest rate for second five years on all loans 1s set at 6%

Interest rate at the Board’s posted rate for the final five years of al5-year term

Minimum Board participation $250,000 — maximum Board participation 1 percent of the Trust
Total outstanding loans limited to $70.0 million

VYV VVvVVY

Infrastructure Loans — A local government entity may apply directly to the Board for a loan to
fund infrastructure in their jurisdiction to support a business in the basic sector of the economy. The
business must create at least 15 jobs and pay a “user fee” to the local government for the use of the
infrastructure. The user fee may be credited against the firm’s state income tax. The user fee is pledged to
the Board for loan repayment. The definition of “mfrastructure” is defined in state law. The Board sets the
interest rates for these loans.

Minimum loan size $250, 000

Loan size is based on of number of jobs cteated over a four year period times $16,666
There 1s no lender participation and the Board services the loans

Job creation credits may reduce intetest rate up to 2.5percent

Total outstanding loans limited to $80.0 million

VYV VVY

Intermediary Relending Loans — Loans are made ditectly to Board-approved local economic
development organizations. Interest rates are set by law.
Interest rate at 2% for 30 year term
Interest only payments for the first 3 years of term
Maximum individual loan size $500,000
Borrower must use the loan as matching funds toward other government revolving loan funds
Total outstanding loans limited to $5.0 million

VVVVYYV

In certain circumstances a business may be eligible for loans under more than one loan program.
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BOND PROGRAMS

The Board administers several bond programs under the Montana Economic Development Bond and the
Municipal Finance Consolidation Acts, created as part of the "Build Montana" progtam in 1984.

INTERCAP — The INTERCAP Program is the most active of the Board’s bond programs and is
used extensively by local government entities, the University System, and certain eligible state agencies. The
Boatd issues tax-exempt bonds and lends the proceeds to eligible governmental entities for a variety of
purposes. Although the bonds are issued as long-term, they are remarketed annually (investors are only
required to hold the bonds for a one-year period). Since the Program’s inception, the Board has issued
$136.0 million in INTERCAP bonds with $95.0 million outstanding at June 30, 2012.

The bonds are backed by the Board in two different ways:
» If for any reason investors do not purchase the bonds when they are remarketed annually, the Board
1s legally obligated to purchase them.
» The Boatd guarantees payment of principal and interest to the bond holders.

The Board charges a fee for backing the bonds and since the Program’s inception has never been required
to purchase the bonds or make principal and interest payments. The Program has never had a borrower
default. When the bonds are remarketed annually, the bond interest rates are reset and the Board sets the
bortower mterest rates based on the reset bond interest rate plus 1.0 percent to 1.5 percent to cover
administrative costs. The table below shows the borrower interest rate history.

87 | 5.625 92 | 4.950 97 1 4.750 02 | 3.150 07 | 4.850 12 1.250
88 | 6.625 93 | 4.350 98 | 4.850 03 | 2.850 08 | 4.250
89 | 7.950 94 | 4.500 99 | 4.300 04 1 2.700 09 | 3.250
90 | 7.500 95 | 6.400 00 | 5.600 05 | 3.800 10 1.950
91 6.350 96 | 4.850 01 4.750 06 | 4.750 11 1.950

Qualified Zone Academy Bond Program — This program allows qualifying school districts to
bortow low-cost funds by issuing certain federally-authorized special purpose bonds. Bond proceeds may
be used to rehabilitate or repair certain eligible public schools, but may not be used to acquire or construct
new public schools. The district must obtain a commitment from a private business to contribute certain
equipment, property, services or cash with a value equal to at least 10.0 percent of the principal amount of
the bonds. To be eligible, the schools must be located in an empowerment zone; an enterprise community;
or have reasonable expectation that at least 35.0 percent of the students attending such school will be
eligible for free or reduced cost lunches. Federal law limits the amount of bonds that may be 1ssued each
calendar year by state. The Board serves as a facilitator m this process and as of June 30, there was $10.1
million in bonds outstanding.

Qualified School Construction Bonds — This program, that also allows qualifying school districts
to borrow low-cost funds by issuing certain federally-authorized special purpose bonds, is no longer active
due to federal law revisions. Bond proceeds were used to rehabilitate or repair certain eligible public
schools; but unlike Qualified Zone Academy Bonds, the proceeds could be used to construct new public
schools and acquire the land required for construction. There were no requirements that the district receive
private contributions or that the schools be located in an empowerment zone; an enterprise community; or
have reasonable expectation that at least 35.0 percent of the students attending the schools were eligible for
free or reduced cost lunches. Federal law limited the amount of bonds issued each calendar year by state.
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BOND PROGRAMS CONTINUED

The Board served as a facilitator in this process and as of June 30, there was $8.0 million in bonds

. outstanding.

Economic Development Bond Program — This program that provides qualifying businesses
access to tax-exempt funds is no longer very active due to federal law revisions. The Board has issued
bonds to finance several projects under this program and acts as a legal funding conduit only and is not
pecuniatily liable for the repayment of the bonds. As of June 30, there was $151.4 million in bonds
outstanding

Montana Conservation Reserve Payment (CRP) Enhancement Program — This program
provides loans to Montana farmers to tefinance outstanding loans and/or to purchase additional land and
farm equipment. The borrowers assign their remaining federal CRP contract payments to the Board to
repay the loans. Although bonds were initially issued to provide funding, the loans are currently funded
from the Trust Funds Investment Pool and loan interest rates are typically set 0.50 percent higher than the
interest charged by TFIP. A total of 264 loans, totaling $33.6 million have been funded under this program.

Bond Enhancement Program — As described eatlier, the Board backs (enhances) the INTERCAP
bonds in two different ways — a guarantee to purchase the bonds if other investors do not; and a guarantee
of principal and interest payments to the bond holders.

The Board also enhances certain bonds issued by the Montana Finance Facility Authority. The
Authority issues tax-exempt bonds and lends the proceeds to non-profit health care facilities and non-profit
community correction/treatment facilities. For a fee, the Board guarantees the principal and interest
payments to the bond holders. Because these bonds are long-term and not remarketed annually, there is no

. need for the Board to be a purchaser of last resort.
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BOARD HISTORY

1964 — Prior to the creation of the Board, a 1964 Legislative Council report concluded that there
were majot deficiencies in the state investment process. Investment administration was decentralized and
there was a lack of professional, qualified staff. At the time of the report, state agencies utilized their
internal staff to invest their funds.

1971 — The 1971 Legislature created the Board of Investments (Board) to manage the investment of
state funds as a part of state reorganization efforts. At the Board’s first meeting in August 1971 the Board
established four major goals:

Centralize the state's investments;

Invest the state's idle cash;

Increase earnings on the state's investments; and

Establish a sound system of control over the investment process, including provisions for systematic
financial reporting, measurement of investment results, and a regular independent audit.

VYV VY

The Boatd, initially consisting of five [Retirement Funds $ 160.6

members appointed by the Governot, |Trust Funds 66.8| |Corporate Bonds 37.00%
hired five staff to manage 40 separate |Treasurer's Fund 59.21 | Government Bonds 37.00%
accounts. As of June 30, 1972 the |Insurance Funds 23.6| |Mortgages 15.00%
Board managed a portfolio with a |Other 16.0] |CD’'s/Corporate Paper 11.00%
book value of $326.2 million invested |Total $ 326.2 100.00%

mostly in corporate and government bonds as depicted in the table. The portfolio generated $16.1 million
of investment income during the first fiscal year.

1972 — Montana voters ratified a new constitution that created a Unified Investment Program,
encompassing all state funds and authorized 20 percent of retirement fund assets to be invested in stock.
(Stock investments were not permitted under the old constitution.)

1973 — The Short Term Investment Pool (STIP) was created by the Legislature on July 1, 1973 as an
investment vehicle to manage state and local government cash. Since its creation, the STIP has provided a
safe, convenient way for state and local government agencies to invest and withdraw cash with 24-hours
notice. Local governments have other investment options as permitted by law and use the STIP at their
discretion.

The law creating the STIP and permitting local governments to participate was one of 10 sections contained
in legislation to enact the Unified Investment Program created by the new Constitution. While there was no
“statement of intent” to determine original legislative intent the language seems to suggest an implicit
guarantee of local government funds invested in the STIP:

%17-6-204(3) The principal and accrued income, and any part thereof, of each and every account maintained for
a [local government] participant in the pooled investment fund shall be subject to payment at any time from
the fund upon request. Accumulated income shall be remirted to each participant at least annually.”

The STIP maintains a $1.00 share value for both local governments and state agencies.
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BOARD HISTORY CONTINUED

1983 — The 1983 Legislature implemented Initiative 95 (Build Montana Program), approved by
Montana voters in November 1982, and created a seven-member Montana Economic Development Board
(MEDB) to manage the Program. The legislation created an “In-state Investment” component withini the
Coal Tax Trust, to which 25.0 percent of coal tax revenues was dedicated. The legislation also created a
bonding program by which tax-exempt bonds were issued and the proceeds utilized to make low interest
loans to eligible entities. The MEDB was authorized to:

» Invest the in-state investment portion of the Coal Tax Trust;
» Issue INTERCAP bonds and lend the proceeds; and
> Issue Industrial Revenue Bonds for specific projects.

1985 — The 1985 Legislature increased Board of Investment membership from five to seven by
requiring that a member from each of the two pension Boards be appointed.

1987 — The 1987 Legislature abolished the MEDB and the existing seven-member Board of
Investments and created a new Board of Investments (Board) with nine members. All MEDB staff and
duties were transferred to the new Board.

1991 — The 1991 Legislature liquidated the “In-State Investment Fund” component of the Coal Tax
Trust and encouraged the Board to mnvest up to 25.0 percent of the entire trust in Montana businesses.

1993 — The 1993 Legislature, for the first time, authotized the Board to contract directly with an out-
of-state bank to provide custodial banking services. In December, the Board contracted with State Street
Bank and Trust to provide custodial banking setvices. '

1995 — The 1995 Legislature allocated $50.0 million of the Coal Tax Trust to an “Infrastructure
Loan Program” designed to provide long-term financing to local governments to fund the infrastructure
required to accommodate businesses wishing to locate within their jurisdiction.

The Legislature also changed the procedure for funding certain state entities (including the Board). Prior to
this change, the Legislature appropriated funds for state entities to putchase products/services from other
state entities and then appropriated the funds again to the entity providing the services/products. This
process resulted in the same dollar being appropriated several times, which had the effect of inflating actual
state expenditures. The new procedure authorized state entities providing the services/products to other
state entities to charge a fee for the services and eliminated an appropriation to the entity.

1997/1999 — The 1997 Legislature abolished the Science & Technology Board and transferred its
existing investment portfolio to the Department of Commerce. The 1999 Legislature then transfetred the
mvestment portfolio from the Department of Commerce to the Board.

2000 — The 2000 Legislative Special Session allocated $50.0 million of the Coal Tax Trust to a
“Value-added Loan Program” designed to provide subsidized loans to Montana businesses conducting
value-added business.
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BOARD HISTORY CONTINUED

2007 — The 2007 Legislature incteased the allocation for Infrastructure loans to $80.0 million and
the allocation for Value-added loans to $70.0 million, and clearly defined the intent of the 25.0 percent
language for the In-state Loan Program. The Legislature added two non-voting legislative liaisons to the
Board.

2011 — The 2011 Legislature allocated $15.0 million of the Coal Tax Trust to a “Veterans” Home
Loan Program” designed to provide low interest loans for first-time home buying Montana Veterans. By
law, the Montana Board of Housing administets the Program; however, the Board of Investments approves
and funds all loans.
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